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Receipt of Certificates of Capital Stock
as Taxable Income
By Oscar B. Thayer
Prior to the passage of the revenue act of 1921, the bureau of
internal revenue has uniformly held that when a taxpayer trans
fers property to a corporation and receives certificates of the
capital stock as evidence thereof, such a transaction constitutes a
sale or exchange of property, from which gain or loss to the
taxpayer may arise.
0.1033 (20-20-938) Cum. Bulletin No. 2, p. 146.
A. R. R. 173 (28-20-1050) Cum. Bulletin No. 3, p. 58.
A. R. M. 94 (47-20-1310) Cum. Bulletin No. 3, p. 114.

This is true whether the property conveyed to the corporation
for its stock is physical property or is stock of another corporation.
A.R. R. 289 (44-20-1274) Cum. Bulletin No. 3, p. 57.
O. D. 783 ( 5-21-1414) Cum. Bulletin No. 4, p. 45.

It will be noted from the citations made that this is true
whether the proportionate interest or control thus acquired by the
taxpayer in the corporation is the same or an interest other than
the interest which he had in the property before such transfer to
the corporation.
In the revenue act of 1921, the above position of the bureau
has been materially modified. Still, under this act, the receipt of
certificates of its capital stock from the corporation itself may
be taxable to the recipient thereof if such stock so received has
a readily realizable market value and if such recipient after his
transfer of property to the corporation for its capital stock is
not in control of the corporation, that is, if he does not then own
“at least 80 per centum of the voting stock and at least 80
per centum of the total number of shares of all other classes
of stock of the corporation.” Revenue act of 1921, sec.
202 (c) 3.
The reason which prompted congress to designate 80 per
cent. of the voting stock and at least 80 per cent. of the total
number of shares of all other classes of stock as constituting
control of such corporation is not apparent to the writer. A
stockholder owning 51 per cent. of the voting stock and at least
51 per cent. of the total number of all other classes of stock
ought to be able to exercise just as much control as if he had
80 per cent. If control is a proper basis to use in determining
taxable income, it would seem that all individuals acquiring
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interest in corporations of 51 per cent. to 79 per cent., inclusive,
as a result of certain transactions with such corporation have
just as much ground to be relieved from taxation thereon as
stockholders acquiring interests of 80 per cent. or more. The
writer firmly believes, and it is his purpose in this article to show
that, under the present revenue act and under the prior revenue
acts, when a corporation issues certificates of its capital stock for
cash or for other property, including stock of other corporations,
no taxable income arises to the recipient thereof.
In analyzing any transaction to determine whether such trans
action is taxable or non-taxable, it is essential to know what
income is as set forth in the sixteenth amendment, and to apply
this conception of income to given transactions,
“according to truth and substance, without regard to form.”
Eisner vs. Macomber, 252 U. S. at page 206.
Fortunately the supreme court of the United States has
defined income as used in the sixteenth amendment. It is as
follows:

“Income may be defined as the gain derived from capital,
from labor, or from both combined, provided it be under
stood to include profit gained through a sale or conversion
of capital assets, to which it was applied in the Doyle case
(pp. 183, 185).
“Brief as it is, it indicates the characteristic and distin
guishing attributes of income essential for a correct solution
of the present controversy. The government although
basing its argument upon the definition as quoted, placed
chief emphasis upon the word ‘gain,’ which was extended
to include a variety of meanings; while the significance of
the next three words was either overlooked or misconceived.
‘Derived from capital’—‘the gain derived from capital,’ etc.
Here we have the essential matters: not a gain accruing to
capital, not a growth or increment of value in the investment;
but a gain, a profit, something of exchangeable value pro
ceeding from the property, severed from the capital however
invested or employed, and coming in, being ‘derived,’ that is,
received or drawn by the recipient (the taxpayer) for his
separate use, benefit and disposal—that is income derived
from property. Nothing else answers the description.”
Eisner vs. Macomber, 252 U. S. at page 207.
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It is plainly evident, from the above citation, that to have
income something must be received by the taxpayer which rep
resents a gain which has been severed from his capital however
invested or employed and has been turned over to him for his
separate use, benefit and disposal, thereby constituting property,
all or any portion of which he may sell or dispose of in any
manner conceivable without parting with any of his interest or
equity in the capital or investment from which such gain or
property was derived.
Since the definition of income as given by the supreme court
must be applied to that which is received by the taxpayer, the
subject under discussion in this article must necessarily be con
fined to an analysis of the nature and character of that which the
corporation has issued to the taxpayer, namely, certificates of its
capital stock, rather than to a consideration of that which the
taxpayer has disposed of. It can be seen at once, that whether
the taxpayer paid cash to the corporation for its capital stock
or transferred property including stock of another corporation
has nothing to do with the question. The tax if levied at all is
to be levied upon that which was received from the corporation
and not upon that which was given to the corporation.
If any income arises to an individual when he transfers cer
tain property to a corporation for its capital stock, it must be
because a sale has been consummated or because there has been
an exchange of property. If it is a sale, is the corporation the
vendor and are the certificates of capital stock issued by the cor
poration the subject matter of sale? If so, the corporation should
be required to pay income taxes whenever it issues or “sells” its
capital stock. No corporation has ever been required to pay an
income tax on the proceeds, cash or other property arising from
the sale of its capital stock. The regulations provide, and rightly,
that no income arises to the corporation even if such stock is sold
at a premium and no deductible loss from gross income will be
allowed if such stock is sold at a discount. (Regulation No. 33,
art. 97, also regulation No. 62, art. 543.)
It would seem, therefore, that while the bureau uses the
expression “sale of capital stock” it really does not consider the
issuance of capital stock as a sale. It necessarily must follow,
therefore, that the recipient of such capital stock is not the
vendee or purchaser thereof. .
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A corporation issues its capital stock in order to acquire
capital, that is, cash, property or other means as the financial
basis for the prosecution of the business of the corporation as
provided in its charter. The capital thus acquired by the cor
poration is not
“according to truth and substance, without regard to form”
“sold” to the corporation by its stockholders. It is contributed,
dedicated. Note the use of these words in the following citation:
“Capital is a term which, as applied to private corpora
tions as ordinarily constituted, is used with widely varying
signification. In one sense—the strict sense—it is employed
to designate specifically the fund, property or other means
contributed or agreed to be contributed by the share owners
as the financial basis for the prosecution of the business of
the corporation; such contribution being made either directly
through stock subscriptions or indirectly through the decla
ration of stock dividends. As then used, the term signifies
those resources whose dedication to the use of the corpora
tion is made the foundation for the issuance of certificates
of ‘capital stock,’ and which, as the result of the dedication
becomes irrevocably devoted to the satisfaction of all the
obligations of the corporation.” Words and Phrases, second
series, vol. 1, p. 561.
One has only to read the definition of sale to realize that it
does not apply to a transaction whereby property is conveyed to
a corporation for certificates of its stock.
“A ‘sale’ is a contract by which property is transferred
from the seller to the buyer for a fixed price in money paid
or agreed to be paid by the buyer.” De Bary vs. Dunn, 172
Fed. 940. Words and Phrases, second series vol. 4, p. 436.
or
“Sale: the exchange or disposal of a commodity, right,
property or whatever may be the subject of bargain, for a
price agreed on and generally payable in money, as distin
guished from barter; a transfer of all right and property in
a thing for a price to be paid in money.” Century Dictionary.
When property is conveyed to a corporation for its stock,
the corporation does not agree to pay the recipient of such stock,
or his assign, a fixed price in money; neither has the corporation
acquired an absolute right in the property so conveyed to the
corporation.
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Suppose that two individuals each owning a one-half interest
in a tract of land convey it to a corporation. One receives cash,
an account receivable or a note for his interest; the other receives
certificates of stock of the corporation. It is apparent that the
individuals do not have the same character of interest in the
corporation. One individual or his assign will soon have no
interest whatever in the corporation. The other individual or
his assign will have an interest in the corporation during its
entire corporate life, and throughout such period he will have
certain rights, benefits and privileges which are not shared by the
individual who had the same interest that he had in the tract of
land.
It should be apparent that the individual who did not receive
certificates of stock of the corporation has made a sale, while
the individual who did receive certificates of stock made an
investment.
“ ‘Stock’ of a corporation is capital, and the stock cer
tificate only evidences that the holder has invested his means
as a part of the capital.” Words and Phrases, second series,
vol. 4, p. 695.
and the supreme court of the United States has held,
“Certainly the interest of the stockholder is a capital
interest, and his certificates of stock are but the evidence of
it.” Eisner vs. Macomber, 252 U. S. at page 208.
It is true that taxable income may arise in the sale of a capital
interest or investment in a corporation, but taxable income cannot
arise from a transaction with a corporation which results in an
investment in the corporation. If it did, the original stockholder
would become taxable both when he acquired his capital interest
in the corporation and also when he disposed of it.
It may be said that there is no difference in principle between
a transaction whereby property is transferred to a corporation
for certificates of its capital stock and a transaction whereby
property is transferred to a corporation for cash and the cash
thus received is used to purchase stock of the corporation. A
similar argument was advanced in comparing stock dividends,
with cash dividends and the money thus received being used to
purchase additional stock. The supreme court answered this
contention in the following language:
“It is said there is no difference in principle between a
simple stock dividend and a case where stockholders use
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money received as cash dividends to purchase additional
stock contemporaneously issued by the corporation. But an
actual cash dividend with a real option to the stockholder
either to keep the money for his own or to reinvest it in new
shares would be as far removed as possible from a true stock
dividend, such as the one we have under consideration, where
nothing of value is taken from the company’s assets and
transferred to the individual ownership of the several stock
holders and thereby subjected to their disposal.” Eisner vs.
Macomber, 252, U. S. at page 215.
In A. R. R. 173 (28-20-1050) Cum. Bulletin No. 3, p. 58, it
is said:
“It has been the consistent position of the bureau that,
when property is exchanged for stock in a corporation formed
to take over such property, the difference between the value
of the stock received and the cost or value on March 1, 1913,
of the property exchanged is taxable gain or loss, as the case
may be.”
The bureau considers this transaction as an exchange of
property, but a brief analysis of the transaction will clearly
indicate that it is not an exchange of property. The parties to
the transaction under consideration are a corporation on the one
hand and an individual on the other hand. To constitute an
exchange of property each party thereto must be both giver and
receiver of property, both must be vendor and vendee, and both
must have either a taxable gain or loss. But, as stated heretofore
in this article, the bureau has never made any attempt to tax the
corporation on the proceeds which it has received as a result of
issuing its stock. It has confined its activities solely to taxing
or attempting to tax the individual. And what has the individual
received from the corporation but certificates of its stock? A
stock certificate is merely a receipt of the corporation.
“It is a written acknowledgment by the corporation of
the interest of the stockholder in the corporate property and
franchise; it operates to transfer nothing from the corpo
ration to the stockholder, but merely affords to the latter
evidence of his right.” Cook, Corporations, seventh ed.,
vol. 1, p. 64.
That the individual receives nothing from the corporation and
that the transaction is not a mutual giving of one property for
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another property may be seen thus. To constitute an exchange
of property each party to the transaction must have property to
exchange. This property must be assets of the respective owner.
Assume an individual having oil leases of a value of $100,000.00
which he wishes to transfer to a corporation for 1,000 shares of
its stock, par value $100.00 each. There is no doubt that the
leases are an asset of the individual with a value of $100,000.00.
If an exchange of property is to be consummated and the indi
vidual is to receive something from the corporation for his leases
to be conveyed thereto, it must follow that the stock to be issued
by the corporation to the individual must be property or assets
of the corporation with a value of $100,000.00 not only after it
has been received by the individual, but also before it has been
issued; but
“the unissued stock, no matter whether it be the whole capital
stock, or only a reserved part thereof, represents nothing
whatever beyond the potential right of issue. It has no
intrinsic value. It is merely the right—granted by the state—
to issue stock to the prescribed amount.
“This being so, the unissued stock cannot in any way be
regarded as an asset of the corporation. ... To regard it
as an asset would be as illogical as to consider the right to
admit new partners in a firm as assets of the partnership.”
Conyngton, Corporate Organization, page 89.
and on page 110:
“For $20.00 the state of Arizona will charter a corpora
tion and authorize it to issue stock to the face value of
$25,000,000.00 or more. Such a company on organization
would have an over-plentiful supply of unissued stock but
no assets whatever. The absurdity of regarding unissued
stock as an asset is obvious.”
In the case above it was assumed that leases were assigned
to a corporation for its stock. Instead of leases, let it be assumed
that the property was in the form of stock valued at $100,000.00
and this stock is assigned to the corporation for its capital stock,
that is, for its unissued stock. It can be seen at once that this
transaction does not constitute an exchange of property. Behind
the stock of the individual are assets valued at $100,000.00, while
behind the stock that the corporation is going to issue therefor
there are no assets; it has no value prior to its issue and never
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will have any value until something of value is contributed or
dedicated to the corporation and the certificates are issued therefor
as evidence of such contribution, donation or dedication.
A certificate of stock is not the stock itself but is merely the
evidence of the ownership of the stock, and the certificate of stock
is all the issuing corporation parts with when it issues it for cash
or other property. When it is said that wheat is worth $2.25
a bushel, what is meant is that a bushel basket full of wheat is
worth $2.25, and not an empty one. Likewise when it is said that
a given stock has a readily realizable market value, what is meant
is that the already-issued stock has such value, and it does not
include the unissued stock of such corporation.
It should also be kept in mind that all stock bought and sold
on the exchange is fully paid and non-assessable; that is, it is
stock which has been issued by the corporation and is not unissued
stock which the corporation may issue. Furthermore a corpo
ration can never sell its capital stock. It can only issue certificates
of its stock to persons who have contributed to or invested
property in the corporation to be used for corporate purposes.
The capital stock is individual property of the several stock
holders and can be sold only by them.
Since a corporation gives no property, no assets, nothing
except a certificate of stock to an individual who contributes cash
or property, including stock of other companies, to such cor
poration, it is evident that the individual receives nothing, and
therefore according to the definition of income quoted from
Eisner vs. Macomber, the recipient of such stock has no taxable
income. The practice of the bureau of taxing such original stock
issues under acts prior to 1921, therefore, is wrong in principle,
and that part of section 202 (c) 3 of the revenue act of 1921
which provides for the taxation of stock having a readily
realizable market value and being less than 80 per centum of the
voting stock and less than 80 per centum of the total number of
shares of all other classes of stock of the corporation is uncon
stitutional. No income is realized when property is assigned or
contributed to a corporation for its stock until such stock is sold.
The transaction whereby property is thus invested in a corpo
ration is not different in principle from a transaction whereby
property is turned over to a partnership at its organization.
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